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YEAR 1966—Continued 
[The provider keeps its records on a calendar year basis. The 

current year’s actual allowable cost and the actual operating 
cost for 1965 have been adjusted to exclude actual depre-
ciation, the estimated depreciation on rented depreciable- 
type assets, allowance in lieu of specific recognition of other 
costs, and return on equity capital.] 

Reduction ......................................................... 4,000 

Adjusted allowance .................... 46,000 

Total depreciation allowance for 
1966 ($18,000 actual depre-
ciation plus $46,000 allow-
ance based on operating cost) 64,000 

Assume in this illustration that the pro-
vider had elected to use the declining bal-
ance method in computing its allowable de-
preciation and the rental expense for depre-
ciable-type assets was $3,500. In that case, it 
would include in its 1966 allowable cost not 
only the $46,000 allowance based on operating 
costs but also $36,000 (in this instance 
2×straight-line rate is used) in actual depre-
ciation and the rental expense of $3,500—or a 
total of $85,500 covering all its depreciable 
assets. 

§ 413.144 Depreciation: Allowance for 
depreciation on fully depreciated or 
partially depreciated assets. 

(a) Principle. Depreciation on assets 
being used by a provider at the time it 
enters into the Medicare program is al-
lowed. This principle applies even 
though such assets may be fully or par-
tially depreciated on the provider’s 
books. 

(b) Application. Depreciation is allow-
able on assets being used at the time 
the provider enters into the program. 
This applies even though such assets 
may be fully depreciated on the pro-
vider’s books or fully depreciated with 
respect to other third-party payers. So 
long as an asset is being used, its use-
ful life is considered not to have ended, 
and consequently the asset is subject 
to depreciation based upon a revised es-
timate of the asset’s useful life as de-
termined by the provider and approved 
by the contractor. Correction of prior 
years’ depreciation to reflect revision 
of estimated useful life should be made 
in the first year of participation in the 
program unless the provider has used 
the optional method (§ 413.139), in 
which case the correction should be 
made at the time of discontinuing the 
use of that method. If an asset has be-
come fully depreciated under Medicare, 
further depreciation is not appropriate 
or allowable, even though the asset 
may continue in use. 

(c) Example of an allowance for a fully- 
depreciated asset. For example, if a 50- 
year-old building is in use at the time 
the provider enters into the program, 
depreciation is allowable on the build-
ing even though it has been fully depre-
ciated on the provider’s books. Assum-
ing that a reasonable estimate of the 
asset’s continued life is 20 years (70 
years from the date of acquisition), the 
provider may claim depreciation over 
the next 20 years—if the asset is in use 
that long—or a total depreciation of as 
much as twenty-seventieths of the as-
set’s historical cost. 

(d) Corrections to depreciation. If the 
asset is disposed of before the expira-
tion of its estimated useful life, the de-
preciation would be adjusted to the ac-
tual useful life. Likewise, a provider 
may not have fully depreciated other 
assets it is using and finds that it has 
incorrectly estimated the useful lives 
of those assets. In such cases, the pro-
vider may use the corrected useful 
lives in determining the amount of de-
preciation, provided such corrections 
have been approved by the contractor. 

§ 413.149 Depreciation: Allowance for 
depreciation on assets financed 
with Federal or public funds. 

(a) Principle. Depreciation is allowed 
on assets financed with Hill-Burton or 
other Federal or public funds. 

(b) Application. Like other assets (in-
cluding other donated depreciable as-
sets), assets financed with Hill-Burton 
or other Federal or public funds be-
come a part of the provider institu-
tion’s plant and equipment to be used 
in furnishing services. It is the func-
tion of payment of depreciation to pro-
vide funds that make it possible to 
maintain the assets and preserve the 
capital employed in the production of 
services. Therefore, irrespective of the 
source of financing of an asset, if it is 
used in the providing of services for 
beneficiaries of the program, payment 
for depreciation of the asset is, in fact, 
a cost of the production of those serv-
ices. Moreover, recognition of this cost 
is necessary to maintain productive ca-
pacity for the future. An incentive for 
funding of depreciation is provided in 
these principles by the provision that 
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investment income on funded deprecia-
tion is not treated as a reduction of al-
lowable interest expense under 
§ 413.153(a). 

§ 413.153 Interest expense. 
(a)(1) Principle. Necessary and proper 

interest on both current and capital in-
debtedness is an allowable cost. How-
ever, interest costs are not allowable if 
incurred as a result of— 

(i) Judicial review by a Federal court 
(as described in § 413.64(j)); 

(ii) An interest assessment on a de-
termined overpayment (as described in 
§ 405.377 of this chapter); or 

(iii) Interest on funds borrowed to 
repay an overpayment (as described in 
§ 413.64(j) or § 405.378 of this chapter), up 
to the amount of the overpayment, un-
less the provider had made a prior com-
mitment to borrow funds for other pur-
poses (for example, capital improve-
ments). 

(2) Exception. In those cases of admin-
istrative or judicial reversal, interest 
paid on funds borrowed to repay an 
overpayment is an allowable cost, in 
accordance with this section. 

(b) Definitions—(1) Interest. Interest is 
the cost incurred for the use of bor-
rowed funds. Interest on current in-
debtedness is the cost incurred for 
funds borrowed for a relatively short 
term. This is usually for such purposes 
as working capital for normal oper-
ating expenses. Interest on capital in-
debtedness is the cost incurred for 
funds borrowed for capital purposes, 
such as acquisition of facilities and 
equipment, and capital improvements. 
Generally, loans for capital purposes 
are long-term loans. 

(2) Necessary. Necessary interest is in-
terest that meets the following re-
quirements: 

(i) It is incurred on a loan made to 
satisfy a financial need of the provider. 
Loans that result in excess funds or in-
vestments are not considered nec-
essary. 

(ii) It is incurred on a loan made for 
a purpose reasonably related to patient 
care. 

(iii) It is reduced by investment in-
come except income from— 

(A) Gifts, grants, and endowments, 
whether held separately or pooled with 
other funds; 

(B) Funded depreciation that meets 
the program’s qualifying criteria; 

(C) The provider’s qualified pension 
funds; 

(D) The provider’s deferred com-
pensation funds that meet the pro-
gram’s qualifying criteria; and 

(E) The provider’s self-insurance 
trust funds that meet the program’s 
qualifying criteria. 

(iv) It is not reduced by interest re-
ceived as a result of judicial review by 
a Federal court (as described in 
§ 413.64(j)). 

(3) Proper. Proper requires that inter-
est be— 

(i) Incurred at a rate not in excess of 
what a prudent borrower would have 
had to pay in the money market exist-
ing at the time the loan was made; and 

(ii) Paid to a lender not related 
through control or ownership, or per-
sonal relationship to the borrowing or-
ganization. However, interest is allow-
able if paid on loans from the pro-
vider’s donor-restricted funds, the 
funded depreciation account, or the 
provider’s qualified pension fund. 

(4) Zero coupon bonds. Zero coupon 
bonds are issued by government agen-
cies, corporations, and banks at a price 
substantially below the face value. The 
difference between the purchase price 
and the face value reflects the actual 
amount of interest and is neither a dis-
count nor an adjustment to the inter-
est rate as with other bonds. Interest is 
paid at maturity when the bond is re-
deemed at face value. 

(c) Borrower-lender relationship. (1) 
Except as described in paragraph (c)(2) 
of this section, to be allowable, inter-
est expense must be incurred on indebt-
edness established with lenders or lend-
ing organizations not related through 
control, ownership, or personal rela-
tionship to the borrower. Presence of 
any of these factors could affect the 
‘‘bargaining’’ process that usually ac-
companies the making of a loan, and 
could thus be suggestive of an agree-
ment on higher rates of interest or of 
unnecessary loans. Loans should be 
made under terms and conditions that 
a prudent borrower would make in 
armslength transactions with lending 
institutions. The intent of this provi-
sion is to assure that loans are legiti-
mate and needed, and that the interest 
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